COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

THE APPLICATION OF VALLEY GAS, INC., )
FOR AN ADJUSTMENT OF RATES PURSUANT )
TO THE ALTERNATIVE RATE FILING } CASE NO, 95-231
PROCEDURE FOR SMALL UTILITIES )

Q R D E R

On May 12, 1995, Valley Gas, Inc., ("Valley") filed ita
application for Commission approval of proposed gas rates.
Commission Staff, having performed a limited financial review of
Valley's operations, has prepared the attached Staff Report
containing Staff’'s findings and recommendations regarding the
proposed rates. All parties should review the report carefully and
provide any written comments or requests for a hearing or informal
conference no later than 15 days from the date of this Order.

IT IS THEREFORE ORDERED that all parties shall have no more
than 15 days from the date of this Order to provide written
comments regarding the attached Staff Report or requests for a
hearing or informal conference. If no request for a hearing or
informal conference 1s received, this case will be submitted to the
Commission for a decision,

Done at Frankfort, Kentucky, this 6th day of October, 1995.

ATTEST: PUBLIC SERVICE COMMISSION

I D

Executive Director For the Commissgion
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ON
VALLEY GAS., INC,
[a) Ok -
a. Pxefaca
On May 112, 1995, Valley Gas, Inc. ("Valley") £filed an

application for a rate adjustment pursuant to B07 KAR 5:076, the
Alternative Ratoe Filing Procedure for Small Utilities {"ARF"). The
raten propogaed by Valley would generate $63,374 in additional
annual revenues or approximately 17 percent based on normalized
tont-year nalen. In order to meet the minimum filing requirements
for an ARF, a utility must have less than 400 customers and less
than $200,000 in gross annual revenues. Valley did not meet the
minimum requirements for an ARF filing due to itsa number of
cuptomern, 500, and its level of revenues, §277.000. Valley,
therofore, requested a waiver of the requirements. The Commission
granted Valley a deviation from the ARF procedure by Order dated
May 25, 1985,

The Comminsion Staff performed a limited financial review of
Valley’s operations for the test year ending December 31, 1954,
The Commigesion’s objective was to reduce or eliminate the need for
written data requests, decrease the time necessary to examine the
application and, therefore, decrease the expense to the utility,.
Tammy Page and Rebecca McDowell of the Commisgsion’s Divieion of
Financial Analyscis performed the staff review on June 12, 1995 at

the officen of Valley, in Irvington, Kentucky. With the exception
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of the sections dealing with Normalized Revenues, Purxrchasmed Qan
Expense, and Retall Rates, which were prepared by Loah Faulkner of
the Diviaion of Rates and Research, this report was preparod by Ms.
Page.
doopa
The scope of the review was limited to obtaining information
to determine that the operating expensea as reported in Valley's
application for the period ending December 31, 1994 wara
representative of normal operations, and to gather information to
evaluate the pro forma adjustments proposed in Valley's filing.
Expenditures charged to test-year operations ware reviewad,
including any aupporting invoices. Insignificant or immaterial
discrepancies were not pursued and are not addressed herein.
B.  BRecommended Rate-Making Adiustments
Nermallzed Revenues fxom Saleg
Normalized revenues from sales were computed basad on
valley's average annual customer growth from 1992 to 1994 of .81
percent. Assuming 504 customers with 8,87 Mcf per month uszage at
ratail rates currently in effect, normalized sales revenuos are:
6,048 bills x $4.00 = 5 24,192
53,646 Mcf x 54,9963 = 287,978
$292,170

The adjustment to 1994 annual report revenue is 519,058,
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Valley’ns 1994 purchased gas expenge was normalized to reflect
the aforementioned customer growth and associated usage at the
53,3502 per Mcf gas cost currently reflected in Valley's ratea.
Normalized purchased gas expense ig:

53,646 Mcf x $3.35802 = 5179,725

{0% line lops is assumed because reported line loss in
Valley’a 19931 and 1994 annual reports is negative.)

The adjustment to 1994 annual report purchased gas expense iag
515,198,

Qpaxating Expennes

Based on the average annual increase in expenses for thes last
five years, Valley estimated that overall operating expenses will
continue to increase at approximately the same rate. Valley
proposed a 30 percent adjustment to total operating expenses to
covar anticipated increases and to provide for the rate to be
compensatory for at least two years. Even though Valley provided
A quantified explanation for thies proposed adjustment, it did not
provide proper aupport for the proposed changes in price or
activity levels, and any other factors which may affect the
adjustment ., Furthermore, Valley failed to demonstrate that its
proposed pro forma cost increases were known and measpurable.
Therefore, B8taff must recommend that this adjustment be denied.
Btaff reviewed Valley's records to determine whether adjustments

should be made to reflect increapes and decreases in revenue and
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expengea. Staff ham made the following adjuntmenta to reflect pro
formn oporating revenue and axponoen for ratemaking purpoaen.
customey Acoounts Exponnn

Supplies and Expenpoea, Account No. 903, Valley recorded
$1,126.29 in Supplien and Expensea in the 1994 Annual Report.
Basad upon a review of Valley's recorda, Staff determined that this
amount included short term intereont expenane of $344.79 which should
have been recorded in Account No, 431, Othar Intereat Expensa,
staff aleso discovered that $781.50 rolated to coota incurred in the
prior year and has adjusted the balance tc raflect this. Thene
adjugtments have resulted in a $0 balance in Supplien and Expenses,
Adminiotrative and Genaral Expenseg

Office Supplies and Expennes, Account Number 921. During the
roview, Staff discovered that the test year expenoe level included
the following: Donationm $230.20, Telaephone $1,607.38, Utilitlesn
51,659,69, Travel $567.80, and Migecollaneoun §709.11. Staff hae
excluded donations of $230.,20 for rate-making purpcass. This
regults in an adjusted balance of $4,543.98 in Account Number 9521,

Advertising, Account Number 930.1. 807 KAR 5:016 provides
that, "Advertising expenditures for .... inotitutional advertiaging
by electric or gas utilities phall not be conpidered as producing
a material benefit to the rate payero and, as anuch, those
expenditures are expressly disallowed for rate-making purposes."
The regulation further states that “inptitutional advertising®

means advertising which has as ito sole objective the enhancement
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or preservation of the corporate image of the utllity and to
present it in a favorable light te the general public," Valley
incurred $95 in expense for advertisoing in Kentucky Sporta History.
The advertisement did not produce a material benefit as defined in
KAR 5:016 (3), but primarily promoted the company. Basad on the
nature of this advertisement, Staff believes that it should be
considered inatitutional, and therefore, not allowable for rate-
making purposes,

Interest Expense, Account Number 431. Valley recorded a $0
balance in Account Number 431 for the test year. As previously
discussed in the Customer Accounts Expense section of this report,
$344.79 in interest costs had been erronecusly recorded in Supplies
and Expenses. Correcting that recording error resulto in a teot-
year-end balance of $344.79 in Account Number 431, Interest
ExXpense.

Staff has normalized interest expense to reflect interest on
the $45,000 in short-term debt on Valley’s books as of the end of
the test year. The debt was issued for a 3 month period and bore
interest at 9.5 percent per annum. This resulted in an increasce of
$1,068.75 to the test year interest expense level as corrected by
staff.

A review of Valley’s annual reports indicatea that, for at
least the past 3 years, Valley has annually borrowed funds on a
short-term basis. This trend would seem to indicate that Valley is

using short-term debt as a permanent source of capital. Btaff
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recommends that the next time Valley needs to secure capital, it
conaider long-term financing., The effects would be two-fold: the
utility would most likely exper;ence loway interast coats over
time; and, the capital structure of the utility would be better
balanced,

Based on the racommendatlons proposed in this Staff Report,

Valley'’'s adjusted operationa are as follows:
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Accountd

Operating Revehues
Gas Yervice Reveuuas

Other Revenue Surcharge

Total Operating Revenued

Operating kxpenlsed.
Natural Qas Purchagesd
Mainme & SBervive Labor
Renits
Malntaenance of Meters
Meter Readiny bLaboy

Accounting & Colleeting

Suppliep & Lxponses
Uncollectible Accounta
Adm. & GQen., Malariesn
Pensionmg
Offive Bupplles
outeide Bervives
Rantsg
Insurahce
Traneportation
Misc., General lixp.
Advertising
Depreciation
Taxes Otheyr Than
Income ''axed
Total Operating BExp.

Net Operating lhoome

Othor Income!
Interest & Dividends

other Deductlondg:
Other Interest ExXp.

NET INCOME

Valley'sa
TerkaYeax

2 273,112
—- V'
# a7, 0748

# 164,524
1,0%H
Al

504
‘1,961
3,332
1,126
A4
31,200
4,600
4,760
44,090
6,000
7,750
1,341
1,144
95
14,581

ek A0 004
% a69,014
A (11,939

I 1

g 245,

fitaff
Propogred

4 19,088

2 15,198

919,088

graff
Adjueted
Balangea

g 293,171
282
§ 296,133

9 179,725
1,074

al

504

7,961
3,332

0

a2
31,200
4,680
4,544
24,890
6,000
7,750
1,341
1,142
-0-
14,581

—14,004
§ 302,775

216, 642)

= H—k 1
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7Y Ravenus Requiremonte

Valley propoaed an increase of $63,374 in gas revenuea based
on a 12.5 pearcent return on the company‘s proposed net investment
rate bame of $115,400,

Staff han determined the net investment rate base for Valley

to be 5100,848, calculated as follows:

Utility Plant $267, 451
ADD: Working Capital S 11.808
Subtotal 5279,259
LESS: Accumulated Depreacilation 478,431
NET INVESTMENT RATE BASE 5100.848

The difference between Valley's proposed rate base and
Staff's rate base 1la attributable to two things. First, Staff’s
adjusted operating expennen are lower which results in a difference
in the provigion for working capital. Second, in reaponse to Staff
inquiries, Valley could not support ite proposed accumulated
deprecliation balance, Therefore, in accordance with accepted
ratemaking practices, Staff used the actual test year end level of
accumulated depreciation,

According to the 1994 Annual Report, Valley'’s capitalization

conpiotn of $116,875 in common stock, negative retained earnings

! Operating Expenges 302,775 594,466
Less: Depreciation 14,581 x_1/8
Taxep 14,004 $11,808

Gan Purchapes 5179,.724

£24.488
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totalling $86,301 and §45,000 in nhort term debt. Thia ragults in

a total capitalization of 75,574, calculated as followa:

Tapt. Yeoar End Percentaga

Balance of Totel

Dabt 545,000 60,00V
Common Equity g B ~40.00%
RIET-VL AR0.,00%

Applying tho company-proposed 12.5 percent return to the
Staff calculated net investmoant rate base results in a 17 percent
raturn on capital. Thie io clearly oxcessive for a utility guch ae
Valley and beyond tho range of reasonable returns normally allowed,

Normally, under the return on capital approach, revenue
requiromentps are detormined by applying the rate of return on
capital to the total capitalization. In determining a reasonable
rate of roturn on common aquity, Staff{ has given consideration to
the nature of Valley'sn oporations and itm sconomic circumstances.
Staff believen that an 11.5 percaent rate of return on common aquity
is reaconable for Vallay under the current economic conditions.
This results in an overall rate of return on capitalization of 10.3
percent, shown as follown:

Overall Rate

Pergontage coat
Debt 60.,00% 9,5% 5.7%
Common Equity 40.00% X 11.5% A.6%

10.3%
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A return of 10.3 percent will provide sufficient incoma to
maeat Valley's needs and provide a reasonable cash flow. The
application of a 10.3 percent rate of return on Valley's
capitalization would yield a net operating income of § 7,784. This
approach, including an allowance for atate and federal income taxes
and the Public Service Commission assesament, would require an
increase in Valley'n revenues of $17,706.

Valley indicated its required revenue increase was based on
a rate of return on net investment rate base of 12.5 percent. The
recommended 10,3 percent return on capitalization results in a
7.72 percent rate of return on the sStaff proposed net inveatment
rate base. Staff notes that itas proposed rate base of $100,848 is
$25,274 larger than Valley’s total capitalization. The 7.72
percent rate of return on rate base 1s reasonable for Valley
becauge of the aignificant difference between the rate base and the
total capitalization.

The otaff recommends the following determination of revenue

requirements and revenue increase for Valley:
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Total Operating Expenses

Total Capitalization § 75,574
Rate of Return 10.3%
Required Operating Income

Revenue Requirement

Normalized Revenues

Increage required

Groass-Up Factor

PSC Assessment
Increase 1in Revenues

§302,775

S 7,784
$310,559

14,426a

17,679
W A
222,728

Staff’'s recommended revenue increase of $17,706 should allow Valley

to meet its operating expenses, and provide for reasonable equity

growth,
Rate Denign

Valley requested no change in rate design, and proposed to

increase its customer charge from $4.00 to $5.00 per meonth,

Applying an approximate six percent increase to the customer

charge, which is the overall allowed increase in total revenues,

produces a more reascnable customer charge.

for Valley are:

Operating Revenue

Less: PSC Asseggsment of .001509

Net Income Before Fed & State
Income Tax

Less: State Income Taxes @ 4%

Net Income Before Fed Income Tax

Less: Federal Income Tax @ 15%

Net Income

Greoss Up Factor{998/814)

Composite Tax Rate

The resulting rates

1000.000000
— 1.002000

998.491000
958.551360
313 Tesese
1.2254902

18.4%
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Monthly Customer Charge

All Mctf

R.  Sidnatures

$4.25
$5.2975 per Mcf

DN Paage
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